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EDITORIAL DEPARTMENT NOTE 


Two of the most important and difficult subjects facing in- 
dustrial accountants today are discussed in the articles in this 
issue of the Bulletin. — confusion and lack of understand- 
ing is now prevalent regarding the amortization provision of the 
Second Revenue Act of 194 We feel that Mr. Burnham’s 
article will help to increase your understanding of this pro- 
vision and the accounting and management problems involved, 
and at the same time provide some much needed advice regard- 
it the amortization of defense facilities acquired prior to June 
1 

In this period of high tax rates we are likely to be so en- 
grossed in the details of provisions of tax laws and regulations 
as to overlook the management and accounting problems pre- 
sented as a result of these laws and regulations. Mr. Brewer’s 
presentation of certain of these problems will be found stimu- 
lating and informative. Today, management must do serious 
forward planning in the light of the current tax situation; the 
industrial accountant is in a particularly advantageous position 
to act as adviser in this area. 

Frederick E. Burnham, the author of our first article, obtained 
his early business ex rience with the Wheeler Publishing Co., 
Donnelley & Sons » and Armour & Co., all of Chicago. 
Later, for eight years he was affiliated in public ye 
practice with Allen R. Smart & Co. The last three years o 
this period he was in charge of their Dayton office. For the 
past six years Mr. Burnham has been associated with the 
United Aircraft Corp. as General Accountant. He is a C.P.A. 
of Illinois, and a member of the American Institute of Account- 
ants. Mr. Burnham has been active in the management of: 
our Hartford Chapter, which he is at present serving as 
Treasurer. 

The author of our second article, Comme F, ray is a 
Partner of Ernst & Ernst in Chicago. A graduate of the 
University of Wisconsin in 1922, he joined Ernst & Ernst in 
1922 and was advanced to partnership in 1934. He is a mem- 
ber of the American Institute of Accountants and the Illinois: 
Society of Certified Public Accountants, and is at present a 
member of the Board of Directors of the Illinois iety. 





Articles published in the —_ present many different view- 
points. In —— them the Association is not sponsoring. 
u 


the views expressed, but is endeavoring to provide for its mem- 
bers material which will be helpful and stimulating. Construc- 
tive comments are welcomed and will be published in the Forum 
Section of the Bulletin. 
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AMORTIZATION AND DEFENSE CERTIFICATES 


By Frederick E. Burnham, General Accountant, 
United Aircraft Corp., East Hartford, Conn. 


ITHIN the limits of this paper only a few phases of the sub- 

ject that might be appropriately covered under the above 
title can be dealt with in detail. This discussion will deal particu- 
larly with the problem of amortization of emergency facilities 
acquired in the past two years or so as a result of French-British 
procurement of war materials or in connection with procurement 
for the U. S. defense program. Some facilities for these purposes 
were acquired prior to and some were acquired subsequent to June 
10, 1940. With respect to those acquired after this date the sub- 
ject of certificates is particularly pertinent and problems of Neces- 
sity Certificates will be discussed at length. 

In the aircraft and many other industries there was consider- 
able plant investment made prior to June 10, 1940 which is ineli- 
gible for amortization under Section 124 of the Internal Revenue 
Code. Early in 1939 the French began to purchase aircraft and 
other war materials in this country and the aircraft manufacturers 


began to expand plant capacity in order to handle this business. In 
the case of certain aircraft manufacturers a considerable portion 
of this business was sub-contracted and gave rise to considerable 
widespread plant expansion on the part of many of the sub-con- 
tractors and suppliers. 


Historical Background 


On September 3, 1939 war was declared by France and England 
against Germany (actual fighting started in August) ; on Septem- 
ber 8, 1939 the President of the United States declared the exist- 
ence of a state of National Emergency; and in early November 
of that year the Neutrality Act was amended. A surge of French 
buying immediately followed and further expansion of plant fa- 
cilities was necessary to take care of the additional business. Brit- 
ish purchasing in a major way increased considerably in the spring 
of 1940 requiring, in many instances, another phase of plant ex- 
pansion to take care of the increased demands. 

In May, 1940 the President of the United States requested an 
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air force of 50,000 planes. This was the real start of major pro- 
curement by our own government for defense purposes that sub- 
sequently has reached such tremendous proportions. 

To clear some of the deterrents to prompt execution of the 
United States program, Section 124 of the Internal Revenue Code 
was passed by Congress as part of the Second Revenue Act of 
1940 which was signed by the President on October 8, 1940. Sec- 
tion 124 provided that facilities, “the construction, reconstruction, 
erection or installation of which was completed after June 10, 1940, 
or which were acquired after that date,” could, at the election of 
the taxpayer, be amortized over a period of sixty months, or a 
shorter period under certain circumstances, provided the proper 
certificates—Necessity, Non-Reimbursement and Government Pro- 
tection—were obtained from the Advisory Commission to the 
Council of National Defense and either the Secretary of War or 
the Secretary of the Navy. The date—June 10, 1940—was a com- 
promise, other proposed dates being September 8, 1939, the date 
of declaration of a state of national emergency ; January 1, 1940; 
and the latest date considered was July 10, 1940, the date on which 
the President requested amortization legislation. 


Problem Varies With Date of Acquisition 

The problem of amortization, therefore, is different for those 
facilities acquired prior to June 10, 1940 and those acquired sub- 
sequent to that date. Undoubtedly, in many instances a major 
phase of plant expansion falls partially before and partially after 
this date and proper amortization, depreciation or retirement re- 
serves must be provided under entirely different bases depending 
upon whether or not it comes within the scope of the amortization 
section. The accounting aspects, the tax aspects and the business 
aspects of the problem of providing adequate depreciation, amor- 
tization and retirement reserves for excess or emergency plant 
facilities are not necessarily parallel and have become extremely 
complicated. 

It is worthy of note that the statutory provisions of Section 124, 
Internal Revenue Code benefit greatest those contractors who de- 
layed undertaking expansion of facilities until amortization legis- 
lation was enacted as compared with those who anticipated the na- 
tional defense job to be done and provided plant additions con- 
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siderably prior to June 10, 1940. The problems relating to amor- 
tization of facilities acquired prior to June 10, 1940 as distin- 
guished from those acquired subsequent to that date will be taken 
up separately. First will be discussed the statutory provisions of 
Section 124, Internal Revenue Code, relating to emergency plant 
facilities acquired subsequent to June 10, 1940. 


Section 124, Internal Revenue Code 


The provisions of Section 124 of the Internal Revenue Code 
cover plant expansion after June 10, 1940, eligibility for amorti- 
zation being contingent upon certification—Necessity, Government 
Protection and Non-Reimbursement. The provisions of this sec- 
tion of the Code may be summarized in a general manner as 
follows : 

(1) Every corporation, at its election, is entitled to an amorti- 
zation deduction with respect to emergency plant expansion 
undertaken after June 10, 1940 based on a period of sixty 
months in lieu of depreciation. 


(2) The elections include the following : 

(a) The amortization deductions with respect to emerg- 
ency facilities may begin with the month following 
the month of completion or acquisition or begin with 
the succeeding taxable year. 

(b) The amortization basis may be terminated at any 
time upon notice in writing to the Commissioner of 
Internal Revenue. Once having terminated, it is not 
possible to return to an amortization basis except as 
shown in (3) hereunder. 


(3) Termination of amortization period—If the President pro- 
claims the ending of the emergency period prior to the ex- 
piration of the sixty-month period or if the Secretary of 
War or the Secretary of the Navy certifies to the Commis- 
sioner of Internal Revenue that an emergency facility ceases 
to be necessary in the interest of national defense, the fol- 
lowing elections may be made under these conditions: 

(a) To terminate the amortization period with respect 
to the emergency facility, in which event the amorti- 
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zation deductions may be reapportioned over the 
shorter period instead of sixty months. 

In the event the amortization basis had been discon- 
tinued and only depreciation on the emergency facili- 
ties was being taken (reference 2(b) above) such 
change to a depreciation basis may be disregarded 
and the opportunity is given to readjust to an amor- 
tization basis over the shorter period. 


In the event no election of the amortization deduc- 
tion was made in either the first or second income tax 
returns, only a depreciation deduction being claimed 
with respect to the emergency facilities, amortization 
can be elected and applied over the short period. 


(4) The tax returns are held open by the provisions of Section 
124, Internal Revenue Code for adjustment with respect to 
depreciation and amortization in order to reapportion such 
deductions over the period of less than sixty months in the 
event the President proclaims the-ending of the emergency 
period or if the Secretary of War and the Secretary of the 
Navy certify to the Commissioner of Internal Revenue that 
an emergency facility ceases to be necessary in the interest 
of national defense as above referred to. 


Necessary Certificates 


One of the first prerequisites in becoming eligible for amortiza- 
tion is to apply for and receive a Certificate of Necessity with re- 
spect to the emergency facilities desired to be amortized. The ap- 
plication for Necessity Certificate is required to be filed within 
sixty days from the beginning of construction or acquisition of the 
facilities and should include sufficient data to show the need for the 
facilities in the interest of national defense, the present form of 
application, among other things, requiring statements as to: 

(1) Nature of supplies furnished or to be furnished or services 
rendered or to be rendered to the Army and/or Navy to- 
gether with volume or amounts involved. 

(2) In the event the supplies are not to be furnished to the 
Army and/or Navy, identify the manufacturers engaged in 
defense production to whom they are to be furnished. 
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(3) Describe need for the facilities. As to each plant, state 
present rate of production and estiniated increase in terms 
of units, weight, dollars, man hours or otherwise. State 
average daily number of employees and number of shifts 
presently operating. If only one or two shifts are operated 
and no increase is contemplated, state why estimated pro- 
duction cannot be obtained by increasing shifts. 


(4) Need for additional facilities in the industry at large. If 
adequate productive capacity exists in this country for the 
products to be produced by the applicant, a particularly full 
explanation of need for new facilities should be given. 


(5) Estimated percentage of increase in productive capacity 
which will be directly or indirectly absorbed in the defense 
program. 

(6) Other pertinent information indicating the specific need of 
applicant’s products in the interest of national defense. 


A descriptive list of the facilities and the estimated cost of same, 
designated Appendix A, is required to be attached to the applica- 


tion for a Necessity Certificate. In the case of building additions 
the filing of blueprints is required in order to assure that there will 
be no question as to the exact facilities covered by the application. 
Such blueprints may accompany or be filed subsequent to the filing 
of the application. It is important to bear in mind that the cer- 
tificate covers the physical item of plant and is not a certificate of 
cost. The cost estimate may be found to be considerably inade- 
quate but this does not constitute a barrier to amortization if it is 
clear that the facility actually acquired or constructed is the one 
described in the application. Of course, if there is a disparity be- 
tween the estimated and final cost of as much as two or three 
times the estimated cost, the War, Navy and Treasury Depart- 
ments have indicated that they would consider this prima-facie evi- 
dence that a different facility from that originally listed was ac- 
quired and in such a case it would be up to the applicant to justify 
the increased cost and establish to the satisfaction of the certifying 
agencies, or perhaps later the Treasury Department, that the same 
facility described in Appendix A was acquired. In the case of 
machinery and equipment it is desirable to show the manufactur- 
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er’s name in the description in order to establish clearly the facili- 
ties for which certification is applied for. 

When the application for a Necessity Certificate is acted upon 
and the certificate issued by the Army or the Navy and the De- 
fense Commission, a copy thereof is transmitted to the Treasury 
Department accompanied by a copy of the Appendix A filed with 
the application. There is an exception to this procedure in the case 
of the Navy Department covering facilities to be acquired under 
emergency plant facilities contracts which will be discussed later. 
It is to be assumed that copies of these certificates will reach the 
Internal Revenue Agent in connection with the audit of the income 
tax returns in which amortization deductions with respect to emer- 
gency plant facilities will be taken and that the agent will make 
a determination that the facilities being amortized are the same 
as those described in the Certificate of Necessity. If, upon com- 
pletion of the construction or acquisition of emergency plant facil- 
ities there are serious overruns in the cost estimates or if the 
equipment items acquired are not the same as those described in 
Appendix A of the application, it might be expected that certain 
disallowance will be made when the revenue agent’s audit takes 
place. 

If this is to be avoided careful attention to detail will be neces- 
sary during the period of acquisition or construction of the facili- 
ties. In view of the statute providing that the application for a 
Certificate of Necessity must be made within sixty days from the 
beginning of construction or acquisition of the facilities, the ex- 
pansion program described in the application, if it is of any size, 
will necessarily include many estimates, both in description of the 
facilities to be acquired as well as the cost thereof, and exacting 
treatment of substitutions and changes in the facilities is unavoid- 


able. 
Substitutions and Changes in Facilities 


Inability to secure the particular equipment described in the ap- 
plication due to priorities or other reasons making it necessary to 
acquire other type equipment which may be available to perform 
the work; changes in process or manufacturing methods, making 
different equipment than first contemplated necessary; or, more 
obviously, simply the practical inability to estimate in advance the 
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full detailed list of items necessary for an expansion program, 
will undoubtedly give rise to the acquisition of facilities different 
from those described in Appendix A of the application for Neces- 
sity Certificate. 

If a fully certified position with respect to the emergency facili- 
ties is to be attained it is necessary to cover the substitutions and 
changes by a new and timely application for Necessity Certificate 
or, depending upon the conditions, by an information letter to the 
Certification Unit dealing with the changes and substitutions. The 
filing of a new and timely application is, of course, the logical 
thing to do as this will fully protect the interests of the applicant. 
The use of information letters should be held to a minimum and 
deal, if possible, with such factors as small increases in cost. 


Information Letters 


The information letter procedure of the War and Navy Depart- 
ments which has been tentatively adopted and with which the 
Treasury Department is in accord, with respect to changes, substi- 
tutions and differences between the facilities acquired and those 
described in Appendix A of the Necessity Certificate application, 
is based on the following five rules which have been worked out 
and which the Certification Units believe are permissible under Sec- 
tion 124, Internal Revenue Code, although the Certification Units 
are advising all applicants that they should satisfy themselves be- 
fore following this procedure that their rights are protected under 
Section 124: 

(1) If a letter is received from an applicant to whom a Necessity 
Certificate has already been issued, and in the letter the applicant 
points out that facilities have been acquired which are not covered 
by the prior Necessity Certificate, the letter is to be considered 
a new application for a Necessity Certificate. Of course, it may 
or may not be timely with respect to some items, depending on 
whether the letter was filed within sixty days of the construction, 
reconstruction, acquisition, etc., of the facilities. 

In a great many cases applicants have found it impossible be- 
cause of increasing costs, priorities, etc., to acquire of to con- 
struct facilities identical with those described in the original 
Necessity Certificate application, with the result that facilities 
have had to be substituted for those listed. New certificates will 
be issued even if the sixty-day period within which a timely 
application may be filed has elapsed, if the substitutions and 
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changes can be justified and satisfactorily explained in the in- 
formation letter. Upon receipt of the letter it is determined 
whether the changes and substitutions were necessary, and if 
it is concluded they were, a new certificate is issued covering the 
facilities as substituted and changed. 

In the case of substitutions and changes with respect to which 
the sixty-day period for filing a timely application has not 
elapsed, a new Necessity Certificate application, in order to pro- 
vide certainty, should be filed. 

Information letters setting out details and descriptions should 
be required of applicants with respect to all general or “blanket” 
items set out in Appendix A attached to Necessity Certificate 
applications. If the detail furnished in the applicant’s informa- 
tion letter is in accord with the general description in the original 
Appendix A, then a supplementary certificate which states that 
“it is hereby certified that the facilities listed in the letter at- 
tached to this supplementary certificate represent the descrip- 
tive detail of Item in Appendix A of the applicant’s 
original Necessity Certificate Application filed....(date).....” 
The actual cost of the facilities acquired under the “blanket” 
item need not agree to the dollar with the estimated cost shown 
on the origin=! Appendix A, but any discrepancy or variation 
must be satisfactorily explained in the information letter. 

If, upon completion or acquisition of the facilities, an applicant 
finds that his actual costs are in excess of the costs estimated in 
Appendix A of his Necessity Certificate application, he should 
furnish an information letter setting out the actual costs with a 
reasonably complete explanation of the difference. A copy of 
this information letter is then forwarded to the Treasury De- 
partment where it is placed in the taxpayer’s file for reference 
upon audit of the income tax returns. 

(The information letters must be under oath.) 


Substitutions and changes referred to in rule (2) above fall 
into a very limited category and the application of this rule so far 
has been restricted to such things as the substitution of a machine 
of one make for that of another make. 


Difference in Procedure—Emergency Plant Facilities Contracts 


The next phase of the certificate problem that might be dis- 
cussed, and which has been referred to, relates to the difference 
in procedure, depending upon whether the facilities covered by an 
application are privately financed or are to be acquired under an 
emergency plant facilities contract. This difference in procedure 
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is in the Navy Department as the War Department treats both type 
of applications in the same way. In the case of facilities to be ac- 
quired under an emergency plant facilities contract the Navy De- 
partment, from inception, has followed what is known as the 
“footnote” procedure. A copy of the Necessity Certificate issued 
with respect to such facilities is filed with the Treasury Department, 
but instead of immediately attaching thereto a copy of Appendix A, 
a footnote is written on the attachment to the Necessity Certificate, 
reading as follows: 


“Note: The facilities herein identified will, upon completion of con- 
struction and acquisition, be further identified by the Navy Department 
in such detail as the Treasury Department shall require.” 


It is contemplated that this identification will consist of a revised 
Appendix A describing the facilities actually acquired or a copy of 
the final cost certificate to be filed under the emergency plant facili- 
ties contract which, of course, is a complete record of the facilities 
for which certification and amortization privileges are desired. 
This is an extremely logical procedure to follow and takes into con- 
sideration the fact that the emergency plant facilities contract, by 
the provisions of Article I 2, gives the contractor the right to make 
changes and substitutions in facilities under the conditions here- 
under quoted: 

“The Contractor may at any time make changes in or additions to the 
drawings and specifications contained in Appendix A, and may sub- 
stitute for any machinery or equipment specified therein equivalent 
machinery or equipment of a different type or manufacture which, 
in the judgment of the Contractor, will perform as well or better the 
purpose of the machinery or equipment specified; provided, however, 
if any such change or substitution will cause substantial delay or a 
material alteration in the character of the work to be done under this 
contract, or will result in an estimated cost of the Emergency Plant 
Facilities in excess of the aggregate of the estimates therefor in Ap- 
pendix A, the written consent of the Contracting Officer to such change 
shall be obtained, and provided further, that the Contractor shall use 
its best efforts to eliminate any changes, substitutions or additions 
which would result in increased cost.’ 


An effort is being made to establish uniform procedure of this 
type for emergency plant facilities contracts in order that it can 
be published in the Federal Register and serve as the official regu- 
lations governing certifications of emergency plant facilities con- 
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tracts. If this is done it will, of course, be very constructive and 
take another “question mark” away from the amortization problem. 

In the case of privately financed facilities the contractor is given 
no such latitude as is contemplated in the case of emergency plant 
facilities contracts. 


Certificate of Non-Reimbursement 

As a further prerequisite to amortization it is necessary to apply 
for and secure a Certificate of Non-Reimbursement with respect 
to supply contracts entered into with the United States, the appli- 
cation to be filed within sixty days from the date of the award. The 
Non-Reimbursement procedure is painstakingly detailed and very 
few certificates have as yet been issued. 

The Non-Reimbursement applicatiox. requires the contractor to 
make a statement requesting the issuance of a Certificate of Non- 
Reimbursement pursuant to subsection (i) of Section 124 of the 
Internal Revenue Code with respect to the contracts with the 
United States identified in such application and to represent that 
it has not and will not be reimbursed by the United States for all 
or a part of the cost of any emergency facility either directly by 
a provision in the contract dealing expressly with such reimburse- 
ment or indirectly because the price paid by the United States in- 
cludes a cost greater than normal exhaustion, wear and tear. 
Thereafter in the application a listing of the contracts with the 
United States is given together with pertinent information bearing 
on the question of non-reimbursement. 

Section 124 (i) has been generally considered to be a failure due 
to procedural difficulties. The principal difficulty is with respect 
to the question of indirect reimbursement. While it was appar 
ently the intention of Congress that reimbursement would be a 
factual matter to be determined from provisions of the contract, 
in the administration of the non-reimbursement phase of the amor- 
tization problem emphasis has been placed on the possibility of in- 
direct reimbursement and exhaustive investigations are required 
of every supply contract or order covered by application for a Cer- 
tificate of Non-Reimbursement. No limitations were provided in 
the Act which would permit the exclusion of contracts with other 
than the War and Navy Departments and the United States Mari- 
time Commission or contracts, purchase orders, requisitions, etc., 
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of minor amount from the non-reimbursement applications, and 
the necessity of investigation, with the result that thousands of 
items which are relatively unimportant are being covered by each 
application, requiring a vast amount of work for the applicant as 
well as government officials. 

The non-reimbursement problem is so highly technical that it 
will not be discussed at length and it is to be expected that certain 
amendments being considered for action in Congress will give con- 
siderable relief to this situation. The non-reimbursement pro- 
cedure is highly important due principally to the fact that if it is 
determined that indirect reimbursement is taking place under a 
supply contract with the United States the applicant thereby be- 
comes completely ineligible for amortization. Consideration has 
been given to disqualifying the applicant only to the extent that he 
is reimbursed, but apparently it is the view that this could not be 
handled administratively as it would not be possible to identify or 
select the facilities against which to apply the indirect reim- 
bursement. 


Certificate of Government Protection 


The application for Certificate of Government Protection is 
probably the simplest of the three forms and is required in the 
event the facility expansion is covered by an emergency plant fa- 
cilities contract. 

The application for Certificate of Government Protection re- 
quires a statement as to how the contract sought to be certified 
protects the United States with reference to the future use and dis- 
position of the emergency facilities, including reference to the ap- 
propriate provision or provisions of the contract constituting such 
protection. This is found in Article III of the standard form of 
emergency plant facilities contract which provides, among other 
things, for the transfer of the facilities to the United States Gov- 
ernment upon termination or completion of such contract unless 
purchased by the applicant under the terms and conditions set forth 
therein. 


Proposed Amendment of Section 124, Internal Revenue Code 


Mention has been made in the brief discussion of Non-Reim- 
bursement Certificates of the proposed amendment to the amortiza- 
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tion section of the Internal Revenue Code. The proposed amend- 
ment is in the form of a Joint Resolution and has as its objective 
the correction of certain of the things that have made it difficult to 
administer this section of the Code. 

The proposed Joint Resolution represented the compromise views 
of the War and Navy Departments and the OPM and was trans- 
mitted to the Speaker of the House of Representatives by the Sec- 
retary of War and the Secretary of the Navy jointly by a letter 
dated July 30, 1941, which letter was made public. 

After the Joint Resolution was referred to the Speaker and by 
him to the House Ways and Means Committee, certain further 
objections were made, particularly, as to establishing the War and 
Navy Departments as sole certifying agencies and other adminis- 
trative problems, and it has been only recently that prospects for 
enactment of the amendment have brightened. The objective of 
the proposed amendment as stated in the joint letter of the Sec- 
retary of War and the Secretary of the Navy, above referred to, 
was stated generally to be—“to amend Section 124 of the Internal 
Revenue Code by extending the time for applications and changing 
the procedure for certification of national defense facilities and 
contracts for amortization purposes,” as well as “to make certain 
changes in the procedure for applying for amortization based on 
experience obtained in the administration of Section 124 and to 
clarify the meaning of certain provisions of said section” in the 
belief that “the proposed amendments will greatly simplify the ad- 
ministration of this section and expedite the carrying out of the 
defense program.” This was to be accomplished by the following 
recommended changes: 

(1) It is proposed “to strike out the requirement in the existing 
law that the Advisory Commission to the Council of Na- 
tional Defense act as a joint certifying agency for Necessity 
Certificates. When the present law was enacted the Ad- 
visory Commission to the Council of National Defense was 
an active functioning body. At the present time its other 
functions have been taken over by other governmental 
agencies.” The object of this proposal is to eliminate the 
“uncertainty and delay created by the necessity for joint 
action of two governmental agencies in passing on applica- 
tions for certification.” 
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(2) It is proposed “to change from sixty days to six months as 
the time, after the beginning of construction, installation or 
acquisition of the emergency facilities within which applica- 
tions for Necessity Certificates must be filed. Experience 
has shown that in many cases it is impossible for the tax- 
payer to identify the facilities sought to be certified with any 
degree of accuracy within the time now prescribed. This is 
due to the fact that expanding emergency facilities under 
present conditions requires the constant change of items due 
to the difficulty in securing some and the changing require- 
ments of the government as to others.” This change in the 
Act would obviate the necessity for many applicants “to file 
numerous supplemental and new applications with additional 
appendices describing items of facilities in the process of 
construction” which requires “a tremendous amount of 
time and effort on the part of government officials” (and ap- 
plicants) handling same. 


(3) It is proposed to clarify “the meanings of certain provisions 
of the existing law (Section 124 (i)) relating to Non-Re- 
imbursement and Government Protection Certificates and 
change the procedure to be followed in applying for such 
certificates” as follows: 

(a) “* * * eliminate the necessity of certifying contracts 
under $15,000.” A large number of applications have 
been filed requesting certification of contracts or pur- 
chase orders, * * * insignificant in amount, * * *, which 
has necessitated a vast amount of work on the part of 
the War and Navy Departments (and the applicants) 
as well as other agencies of the government in collect- 
ing and reviewing the facts with reference to said con- 
tracts.” This change “would dispense with an amount 
of work wholly unnecessary to protect substantial in- 
terests of the government.” . 

(b) “* * * limit the contracts required to be examined for 
reimbursement to those made on behalf of the United 
States with the War Department, the Navy Department 
and the United States Maritime Commission or any 
other department or agency which the President may 
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designate. The present law requires examination of 
all the applicant’s contracts with all departments or 
agencies of the government” and “the vast majority” 
of those enumerated “are for routine supplies having 
no connection with the defense program and there is 
very little, if any, possibility of reimbursement therein 
for the cost of emergency facilities.” In the event of 
an exception to this premise “the President may desig- 
nate” such additional departments or agencies of the 
government wherein there is a possibility of reim- 
bursement. 


“* * * clarify the meaning of indirect reimbursement 
by providing that the test should be whether the con- 
tract recognizes that in fixing the price to be paid, the 
return of cost of facilities in excess of normal ex- 
haustion, wear and tear was used by the United States 
as a factor. * * * Insertion of the words ‘by the 
United States’ is believed to be in line with the original 
intent of the statute.” This places the question of in- 
direct reimbursement on a factual basis to be read in 
the supply contract provisions. 


(d) Provide “that a return of cost greater than for normal 
exhaustion, wear and tear shall not be deemed to be 
used as a factor in the fixing of price when the nego- 
tiating or contracting officer (under regulations pre- 
scribed by the Secretary of War or the Secretary of the 
Navy with the concurrence of the Office for Emergency 
Management, or such other agency as the President 
may designate, which regulations, among other things, 
in the case of any contract made after the enactment 
of the Joint Resolution, shall require submission by the 
taxpayer of its estimated costs, whenever practicable) 
reports that after careful consideration he is satisfied 
that such greater return was not included in the price.” 

“This proviso was not included in the original draft 
prepared by the War and Navy Departments” ; how- 
ever, due to the belief of some that another inde- 
pendent agency of the government should act to the 
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extent of approving the regulations under the statute, 
and “in order to obtain the approval of all of the agen- 
cies directly concerned with national defense, the in- 
sertion of this proviso was consented to * * * as a 
compromise.” 

“* * * strike out the requirement of the existing law 
that the Advisory Commission to the Council of Na- 
tional Defense should act as a joint certifying agency 
for Non-Reimbursement and Government Protection 
Certificates.” 

“* * * change the provisions for certification as to 
Government Protection by providing that such cer- 
tification shall be made with reference to the Emer- 
gency facilities instead of with reference to each con- 
tract * * * .” This relates to supply contracts which 
admittedly provide reimbursement and is to eliminate 
considerable detail and the “possible requirement of 
continued examination of later supply contracts.” 

“* * * add a provision whereby a Certificate of Gov- 
ernment Protection may be issued under such regula- 
tions as the Secretary of War or the Secretary of the 
Navy may prescribe with the concurrence of the Office 
for Emergency Managament or such other agency as 
the President may designate. The present statute con- 
tains a provision for regulations by the President with 
respect to Necessity Certificates. It contains no such 
provisions for regulations with respect to Non-Reim- 
bursement and Government Protection Certificates.” 
This change would simply correct an omission to au- 
thorize clarifying regulations under the law. It is the 
view that uncertainties and administrative difficulties 
can be overcome if regulations are issued. 


“* * * add a provision for issuance of Government 
Protection Certificates in cases in which the taxpayer 
has not been or will not be reimbursed, as well as in 
cases in which it has been reimbursed,” which “will 
make it possible for a taxpayer who claims that it has 
not been or will not be reimbursed to obtain amortiza- 


295 





N. A. C. A. Bulletin November 1, 1941 





tion nevertheless by agreeing to protect the govern- 
ment’s interest in the future use and disposition of the 
facilities.” This paragraph seems to apply in the case 
where there is a difference of opinion between the ap- 
plicant and the certifying agencies as to whether re- 
imbursement is provided under a supply contract and 
the certifying agencies will not issue a Non-Reimburse- 
ment Certificate. It is believed that generally this will 
permit the applicant to enter into an agreement to pro- 
tect the interest of the United States, and on the basis 
of that agreement a Government Protection Cer- 
tificate will be issued. Just what this will be like 
is not clear but in any event it would appear to be 
something less than the standard Government Pro- 
tection clause in emergency plant facilities con- 
tracts and not involve transfer of title to facilities. 

(i) “* * * extend the time for filing applications for 
Non-Reimbursement Certificates and Government Pro- 
tection Certificates from sixty days to six months after 
the making of the contract for which certification is 
requested or before the expiration of sixty days after 
the issuance of a Necessity Certificate, whichever is 
later.” 


(4) It is proposed to amend Section (4) to provide “that the 
amendments shall be applicable as if they were a part of the 
Section on the date of the enactment of the Second Revenue 
Act of 1940, which Act incorporated the Section originally.” 

Nore: Italics added by author. Matter in quotation marks taken from 

Joint Letter of the Secretary of War and the Secretary of the Navy to the 
Speaker of the House, dated July 30, 1941. 


Some revisions of the proposed Joint Resolution have already 
been agreed to by the various factions and before it can be 
placed before Congress for consideration some of the things 
enumerated above may be changed. At the moment I know of no 
fundamental disagreement as to such things as extending the time 
for filing applications, placing a limitation on the size of contracts 
to be covered by Non-Reimbursement Applications, etc., which are 
all constructive changes from the standpoint of the applicant. 
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Plant Expansion Prior to June 10, 1940 


In the early part of this discussion certain data was given to 
show that considerable plant expansion was undertaken prior to 
June 10, 1940 which does not come within the scope of Section 124, 
Internal Revenue Code. From a business standpoint most corpo- 
rations who have provided this plant expansion will probably un- 
dertake to fully amortize the facilities on their books over the 
emergency period to the same extent as facilities acquired subse- 
quent to that date will be amortized by the close of the emergency 
period. This will undoubtedly result in considerable difference be- 
tween the book basis and the tax basis of facilities for depreciation 
and amortization purposes. Of course, there is still the possibility 
that the amortization date may be changed to the advantage of 
those corporations who began expansion prior to June 10, 1940, 
which would alleviate this condition. 

By providing retirement reserves during the emergency period to 
cover plant facilities acquired prior to June 10, 1940, the corpo- 
ration having this situation will place itself in a position at the con- 
clusion of the emergency comparable with those corporations who 
undertook no expansion until subsequent to June 10, 1940. In 
many situations this may be important in order to meet competi- 
tion in the post-emergency period. 

While plant expansion ordinarily represents a capital expendi- 
ture, in the case of expansion undertaken for the French-British 
or for the United States national defense program the expenditures 
for facilities should more correctly be regarded as representing 
something consumable in the performance of supply contracts—as 
additional cost of performing such supply contracts—like “smoke 
up the chimney.” Experience has indicated that the cost of the 
facilities in many cases is a comparatively small percentage of the 
aggregate value of supply contracts awarded requiring their use. 
It cannot be expected that ordinary business demands in the post- 
emergency period will require the continued use of the facilities 
provided in recent plant expansion and such facilities will neces- 
sarily have to be retired during their period of use. 

It is within the authority of management to decide to amortize 
plant investment prior to June 10, 1940 if it so desires. As to the 
tax basis, in order to properly reflect income it can be argued that 
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obsolescence write-offs should be allowed in the computation of 
federal income and excess profits taxes over the period of estimated 
use of the excess facilities. To sustain an obsolescence deduction, 
however, it is necessary to meet the test of reasonable certainty 
as to the period over which the obsolescence is to be charged. The 
ground rules under which to claim an obsolescence deduction are 
technical and difficult, some of the tax references being quoted as 
follows: 

Section 23 of the Internal Revenue Code provides in part: 

“In computing net income there shall be allowed as deductions: *** 

(1) A reasonable allowance for the exhaustion, wear and tear of prop- 
erty used in the trade or business, including a reasonable allowance for 
obsolescence.” 


Sec. 19.23(1)-6 of Regulations 103 states in part: 


“With respect to physical property the whole or any portion of which 
is clearly shown by the taxpayer as being affected by economical conditions 
that will result in its being abandoned at a future date prior to the end 
of its normal useful life so that depreciation deductions alone are insuffi- 
cient to return the cost or other basis at the énd of its economical term of 
usefulness, a reasonable deduction for obsolescence, in addition to deprecia- 
tion, may be allowed in accordance with the facts obtaining with respect 
to each item of property concerning which a claim for obsolescence is 
made. No deduction for obsolescence will be permitted merely because 
in the opinion of a taxpayer the property may become obsolete at some 
later date.” 


In the decision of the Supreme Court in the case of U. S. Cart- 
ridge Co. v. U. S., 284 U. S. 511 it was held that: 


“Obsolescence arises from changes in the art, shifting of business centers, 
loss of trade, inadequacy, supersession, prohibitory laws and other things 
which, apart from physical determination, operate to cause plant elements 
or the plant as a whole to suffer diminution in value.” 


In the case of Burnet v. Niagara Brewing Co., 282 U. S. 648, 
654 the Supreme Court held that: 


“Neither the cost of obsolescence nor of accruing exhaustion, wear and 
tear that is properly chargeable in any period of time can be measured 
accurately. A reasonable approximation of the amount that may be fairly 
included in the accounts of any year is all that is required. In determining 
the proper deduction for obsolescence there is to be taken into considera- 
tion the amount probably recoverable at the end of its service by putting 
the property to another use or by selling it as scrap or otherwise. There 
is no hard and fast rule as suggested by the Government that a taxpayer 
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must show that his property will be scrapped or cease to be used or useful 
for any purpose before any allowance may be made for obsolescence.” 


In another decision it was held that: 


“The statute contemplates annual allowance for obsolescence just as it 
does for exhaustion, wear and tear. That is necessary in order to de- 
termine true gain or loss because postponement of deductions to cover 
obsolescence until the property involved becomes obsolete would distort 
annual income. It is well understood that exhaustion, wear, tear or ob- 
solescence cannot be accurately measured as it progresses and undoubtedly 
it was for that reason that the statute authorized ‘reasonable’ allowances 
to cover them in order equally to spread that element of operating ex- 
penses through the years.” (Gambrinus Brewery Co. v. Anderson, 282 
U. S. 638, 645.) 


Obviously the obsolescence period with respect to major plant 
expansion undertaken prior to June 10, 1940 is the period of 
emergency use. It is impossible to foretell the duration of the 
emergency use of such facilities but it is to be hoped that rational 
estimates of the taxpayer will be given proper consideration in the 
determination of federal income and excess profits taxes during the 
emergency period. It is, of course, vital that the obsolescence de- 
ductions be allowed during the period of emergency use—the period 
in which the facilities are producing income. 

If only depreciation is deducted in computing federal income and 
excess profits taxes during the emergency use period of excess 
facilities provided prior to June 10, 1940 and the obsolescence de- 
duction taken at the conclusion thereof as a result of loss of use- 
ful value or as a result of abandonment, it may be found that such 
deductions will fall in a year of reduced activity and probably a loss 
year. The implications of this situation are obvious. 


Conclusion 


Probably no other question is of more importance during the 
present emergency period and no other has required more careful 
attention during the past year or more and will continue to require 
extreme care than that of amortization of emergency “facilities 
and defense certificates. 

Look carefully to the preparation of applications as well as to 
the elections provided in Section 124, Internal Revenue Code, re- 
garding adoption of the amortization basis or changing thereto in 
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the second income-tax year or of converting from an amortization 
to a depreciation basis. Be equally careful with respect to plant 
additions provided prior to June 10, 1940 in order that the ob- 
solescence deduction applicable thereto be charged off commensur- 
ate with the manner in which they contribute income in these high 
tax years. 


EXCESS-PROFITS TAX AS A FACTOR IN 
COST AND SELLING PRICES* 


George F. Brewer, Partner, 
Ernst & Ernst, Chicago, IIl. 


— article will not attempt to approach the excess-profits tax 

from its technical aspects. It will not cover the problems in- 
volved in determining whether or not a corporation has a liability 
for excess-profits tax or the technicalities of the law, the regula- 
tions and the tax return. It will attempt to cover neither the un- 
certainties in the law and regulations, which it will take much liti- 


gation to clarify, nor how excess-profits tax returns should be pre- 
pared, nor ways and means of lessening the burden of the excess- 
profits tax. The approach to this subject is a consideration of 
excess-profits taxes as affecting business operations and business 
policies. Its purpose is to present certain aspects of business think- 
ing which must be and are affected by the existence of an excess- 
profits tax. 


Nature of Excess-Profits Tax 


The excess-profits tax became a law on October 8, 1940 and 
applied to corporations with fiscal years commencing on or after 
January 1, 1940. It was amended in March, 1941, retroactively. 
Beginning almost with the date of its enactment it has been the 
subject of continuous discussions in business circles and within 
the government, and hearings are now being conducted in Con- 
gress looking toward amendments to the present tax. It seems 
reasonably safe to predict that there will be an excess-profits tax 

* This article was written before the enactment of the Revenue Act of 


1941 on September 20, 1941, and is based on the Excess-Profits Tax im 
effect prior to that date. 
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for some years to come and that the outlook, for the year 1941 at 
least, is for no lessening of the excess-profits tax burden although 
some uncertainties and inequalities in the present law may be cor- 
rected. On the whole, the consensus of opinion seems to be that 
any change in the tax structure will be to increase the tax and the 
contribution by corporations to the federal treasury. 

As its name implies, this tax is not a tax on all net income but 
only on profits which exceed a base amount. The base amount of 
profits may now be earned before the excess-profits tax applies. 
Also, the tax applies to net income after deduction of the normal 
federal income tax. In general, base exempted earnings are deter- 
mined by two methods and the higher of the two results is the 
amount of profit exempt from tax. One method is based on aver- 
age earnings for the four years preceding January I, 1940, and the 
other method is based upon invested capital. The determination of 
the exempt base is the first step a corporation must take in apprais- 
ing the effect of the excess-profits tax upon its operations. It 
should be noted that the base is not a static thing and that there 
are actions a corporation currently may take which may increase or 
decrease the base exempted profits. 

Companies on an average earnings basis may increase their basic 
exemption by an addition to their capital, and 8 per cent of such 
capital addition is allowed as an addition to the exempted earnings 
base. If such companies reduce their capital, the base is reduced by 
6 per cent of the net capital reduction. 

Companies using the invested capital basis affect their exempted 
profits by the following actions : 


Actions WHICH INCREASE THE INVESTED CAPITAL BASE: 


1. New capital introduced in the business. 
2. Tax-free liquidation of affiliates. 

3. Increase in borrowed capital. 

4. Reduction of*inadmissible assets. 


Factors DECREASING INVESTED CAPITAL BASE: 


1. Retirements of capital stock. 
2. Dividends or other distributions in excess of earnings and 
profits for the taxable year. 
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3. Losses on tax-free liquidations. 
4. Repayment of borrowed capital. 
5. Increase in inadmissible assets. 


Most of the items enumerated require positive action on the part 
of the corporation. Such actions can usually be controlled and 
their effect on the tax basis determined in advance. Wise corporate 
policy therefore requires calculating the effect of any of these ac- 
tions upon the excess-profits tax before they are taken and the 
weighing of the advantages or disadvantages of the proposed steps 
after full consideration of the tax results. 


Tax Falls Unequally on Large and Small Corporations 


It may not be generally recognized that the excess-profits tax 
falls unequally upon big and small corporations. Every corpora- 
tion is allowed a specific exemption of $5,000 annually. This ex- 
emption is over and above the base excess-profits tax credit and 
also is available to new corporations. The corporation which makes 
only $5,000 profit after normal corporate income tax would there- 
fore have no excess-profits tax. A small corporation which has a 
base exemption of $5,000, determined by the average income 
method, may about double its net earnings after income tax with- 
out incurring any excess-profits tax liability. 

A corporation having a base exemption of $1,000,000 whose 
profits are doubled has a much different situation. Such a corpo- 
ration would pay an excess-profits tax of $451,500. The large cor- 
poration thus pays a penalty of more than 45 per cent for doubling 
its profits, whereas the small corporation pays no penalty whatso- 
ever. Corporations having a small excess-profits tax credit or base 
may add proportionately to such exempt profits at a lower tax rate 
than corporations whose base is large. The three examples which 
follow illustrate this point. 


Corporation A has a base credit exemption of $20,000. 
If its earnings during 1941 after normal tax are $30,000, or 
an increase of 50 per cent, its excess-profits tax on the addi- 
tional $10,000 is only $1,250, or 12% per cent. 
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Corporation B has a base credit of $100,000. If its net 
profits before excess-profits tax are increased 50 per cent over 
this amount, it pays an excess-profits tax of $12,500, or 25 
per cent of the increased earnings. 

Corporation C has a base excess-profits credit of $500,000. 
If it increases its profits 50 per cent or $250,000, it pays an 
excess-profits tax of $89,500, or approximately 36 per cent 
of the increased profits. 


The excess-profits tax rates range from 25 per cent to 50 per 
cent but these apply to absolute amounts of excess-profits income 
and not to relative amounts. An increase of $50,000 in profits for 
a small or medium-sized concern might be an important gain in 
relation to its prior operations, whereas an improvement of that 
amount might be relatively small for a large corporation. Further- 
more, after the point of excess-profits tax is reached, the amount 
of additional earnings taken by the tax increases progressively. 
The first $10,000 of excess-profits incurs a tax of $1,250, the sec- 
ond $10,000 of excess profits a tax of $2,500, and after the top 
bracket is reached each $10,000 of excess-profits incurs a tax of 
$5,000. 


Relation of Normal Tax to Profits 


Before proceeding to a consideration of the effect of the excess- 
profits tax on business policies, one additional set of facts should 
be noted, that is, the relation of the normal tax to profits. Here 
again the small corporation is favored, for normal tax rates vary 
from 14.85 per cent to 24 per cent and it is not until the normal 
taxable net income exceeds $38,565.89 that the rate of 24 per cent 
applies. By way of further example, it may be noted that a cor- 
poration which has heretofore made net profit of $5,000, before any 
income or excess-profits tax, by doubling such net profit adds only 
$825 to its total tax bill, whereas a corporation which has hereto- 
fore made $1,000,000 before any income tax by doubling its net 
profit before tax, does so at a cost of $571,000 in taxes. One com- 
pany pays out 16.5 per cent of the increase—the other 57.15 per 
cent. The bracket is finally reached under the present tax law 
where each additional dollar of profit before tax carries with it a 
normal and excess-profits tax equal to 62 per cent of such dollar. 
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Conclusion To Be Drawn 


The following factual conclusions may be drawn from a study 
of the present excess-profits tax method: 


1. The small corporation definitely has a lighter tax burden 
than the large corporation. This is true as to both normal and 
excess-profits taxes. By small and large, absolute rather than 
relative size is meant. 

2. Increases in net profits in the small corporation are 
taxed considerably less than similar proportionate increases 
in net profits of the large corporation. 

3. Less total tax would be paid by ten separate corporations 
of moderate size than by one corporation as large as the ten 
put together. 

4. As earnings increase absolutely the tax burden increases 
more than proportionately. 

5. Companies whose business requires a relatively high 
amount of capital investment in relation to volume are usually 
at an advantage over companies whose capital investment in 
relation to volume is small. 

6. For those companies on the invested capital method, if 
such capital is in the form of stock the company has an ad- 
vantage over having such capital in the form of borrowed 
funds. 

7. Companies who enjoyed favorable earnings for the four 
years ended December 31, 1939 have an advantage over com- 
panies whose earnings were relatively poor during that period, 
and companies whose earnings in 1939 and 1938 were higher 
than they were in 1937 and 1936 are especially favored. 

8. Companies who have taken high depreciation in the past 
and have their plants fairly well written off are now penalized 
as compared with companies whose depreciation was rela- 
tively low. 

9. The excess-profits tax burden falls most lightly on sales 
in those industries which traditionally operate on a low net 
profit margin. This would include department stores and 
public utilities. It falls most heavily upon those industries 
in which profit margins are high in relation to sales. This 
would include chemicals, pharmaceuticals and specialty prod- 


304 





study 


urden 
il and 
- than 


h are 
‘eases 


itions 
ie ten 


eases 


high 
ually 
nt in 


d, if 
1 ad- 


»wed 


four 
:om- 
riod, 
gher 


past 
ized 
rela- 


ales 
net 


November 1, 1941 N. A. C. A. Bulletin 





ucts, which industries frequently have an operating profit of 
from 20 per cent to 40 per cent of sales. 


There may be other inequalities in the excess-profits tax struc- 
ture but these observations should be sufficient to establish the point 
that the tax burden is unequal. Most persons will agree that an 
excess-profits tax is sound in theory, assuming of course the neces- 
sity of raising revenue. When the time comes that it hits his own 
interest nearly everyone suddenly discovers that in its application 
the excess-profits tax has become unfair to him in some particular. 
In other words, it is a fair tax—as long as it applies to the other 
fellow. 

So far, this review has been factual in nature. In developing 
the second phase of the problem it is timely to consider certain fun- 
damental points of view concerning income and excess-profits 
taxes. 


Taxes as Division of Profits 


There is a school of thought which holds that income and excess- 
profits taxes are not business operating expenses but that they are 
a division of profits between the stockholders and the government. 
Many go so far as to state that while the corporation may be 
founded by private owners and all of the capital put up by private 
owners, it is in fact operated both for the benefit of the owners 
and the state since it exists only by reason of the privilege of being 
a corporation conferred by charter and since it prospers only by 
reason of a system of government. From this it is argued that the 
managers of a business, as distinct from the owners, are working 
both for the stockholders and for the government, that the division 
of the results of their efforts is determined by statute and is not 
under their control, and that they should therefore endeavor to earn 
as much as possible without concerning themselves with the 
identity of the recipients of such profits. To persons holding this 
point of view subsequent observations can have little meaning, for 
on the whole their business policies will be shaped, with one impor- 
tant exception, only by the thought of making a profit out of which 
either taxes or dividends can be paid without much care as to which 
is paid. 
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Before passing to the other point of view the one important ex- 
ception may be noted. This is that taxes must be paid. They come 
due in quarterly installments and are a first lien upon the business, 
demand cash, and bear a high rate of interest if unpaid. Divi- 
dends, on the other hand, need not be paid if corporate needs just- 
ify or require the retention of earnings in the business. The op- 
erator of a business who looks upon it solely as a source of pro- 
ducing income available for taxes must also temper all of his de- 
cisions by the necessity of having those profits available to a sub- 
stantial degree in cash when March 15th next rolls around. 


Taxes as Business Expenses 

Perhaps business can operate efficiently and successfully with- 
out a profit-making incentive. Perhaps business executives would 
have the desire for increasing volume and decreasing costs and ex- 
penses simply for the sake of making a satisfactory showing. Per- 
haps in a socialistic state, where the tools of production and dis- 
tribution are owned by the people as a whole, industrial manage- 
ment would continue to bend its efforts toward improvement so that 
larger profits could be paid over to the government, the owner of 
the business. 

This article, however, is based on the assumption of the contin- 
uance of the net profit incentive. It assumes that a corporation is 
operated for the benefit of its owners, and that its policies should 
be directed to returning to these owners the best rate possible upon 
their investment. While the author might privately be a commu- 
nist or socialist, he writes herein from the point of view of a 
capitalist. 

In passing, it may be noted that it will be very difficult to con- 
vince the principal executives of a business who are also its princi- 
pal stockholders that they should work long hours at great personal 
sacrifice for small wages in order that large profits may be earned 
to be turned over in whole or nearly so to the government in the 
form of taxation. The effect of high taxes upon business incentive 
is, however, another subject. In addition to approaching this ques- 
tion from the capitalistic point of view one further assumption 
must be made, perhaps difficult in view of the times, that business 
management has the same strong incentive it always has had to in- 
crease its net profits available for stockholders. 
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This treatise then continues after acceptance of the principle that 
the excess-profits tax and in fact all taxes based on net income 
are an expense of the business even though technically they are a 
division of profits. (In one important aspect such taxes are not 
expenses. They do not continue unless there is net income, where- 
as other expenses may go on irrespective of the existence of net 
income or losses. ) 

Expenses must come out of gross income and, generally speak- 
ing, out of the sales dollar. Because of the graduated nature of the 
income and excess-profits taxes, two competing companies may re- 
quire widely differing per cents of the sales dollar for income and 
excess-profits taxes. Companies may pay as low an average rate 
of federal taxes as 15 per cent and as high an average rate as 60 
per cent. If two companies operate on substantially the same op- 
erating profit margin, and for example this is 10 per cent, the 
smaller company will have a tax expense burden of 1% per cent of 
sales whereas the larger company will have a tax expense burden 
of 6 per cent of sales. Probably in no other single item of expense 
could there be such a wide difference between two similar com- 
panies in expense ratios. 

There are two theories of corporate operations in relation to the 
excess-profits tax, both growing out of the general proposition of 
responsibility of management to operate the corporation for the 
best interest of the stockholders. In both of these theories it is as- 
sumed that the corporations in question are paying substantial ex- 
cess-profits taxes and may anticipate paying higher taxes in the 
future. 


The Theory of Conservation 

The first of these theories, which might be termed the theory of 
conservation, holds that, since taxes take such a large proportion 
of the earnings of a company, every effort should be made to 
reduce all other business expenses which are controllable so that 
stockholders in the end will not have their dividends reduced. It 
reasons, “We are now paying 50 per cent of our profits out in 
taxes as against the 20 per cent that we used to pay. We must 
therefore make greater profits through reduction of costs and ex- 
penses and improvement of margins so that even after the higher 
taxes the stockholders will have a satisfactory return.” 
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As a corollary to this theory, this group reasons that a business 
should not embark upon unknown ventures involving a substan- 
tial element of risk. If such ventures prove to be successful a 
large part of the profits resulting therefrom would go to the gov- 
ernment for taxes ; if unsuccessful, capital has been lost. The re- 
wards of successful business gambles having been greatly de- 
creased, risky ventures should not be undertaken. Business should 
be run on a conservative, restricted basis with the belt drawn in as 


tight as it will go. 


The Expansion Theory 


Another school of thought holds an almost opposite point of 
view. It believes that high taxes will not last forever. It believes 
that, since the company is in high tax brackets, the government is 
in effect paying from 40 per cent to 60 per cent of the cost of 
unusual business expense and that the stockholders’ risk is there- 
fore relatively small. It therefore urges a liberal attitude in respect 
of costs, expenses and expansion of activities. The theory is that 
if losses come from some one activity, less than half the loss will 
be stood by the stockholders. It believes that this is a good time to 
expand and experiment because the cost is so cheap. According 
to this theory a period of high taxes is a period in which to do 
many things that the corporation heretofore felt it could not afford, 
to expand its activities and in fundamentals, and to rehabilitate its 
plant, organization and product on the theory that these actions 
will pay dividends in the form of increased earnings and in- 
creased stability of business for years to come. 

This line of thought is worthy of further exploration. Consider, 
first, diversification of product. There are many companies who 
for years have felt the need of a more diversified line of products 
so that their business would not be wholly dependent upon one in- 
dustry, one class of customer, or one item of manufacture. 
There is no question but that companies having a diversified 
business usually are better qualified to meet periods of depression 
and to shift with the changing economic trends than companies who 
have all of their eggs in one basket. But building a new line of 
products with the attendant cost of building new sales outlets is cer- 
tainly risky and expensive. When this risk and the expense are in 
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part financed by a saving in taxes the venture may take on a dif- 
ferent aspect. 


Expansion of Sales Activities 


Similarly, a period of high taxes is regarded by many as an op- 
portune time to expand sales activities. If it is believed that high 
taxes will not always continue, it may now be opportune to reach 
out into markets for customers who heretofore were considered 
too expensive to serve. Sound customer relationships are not built 
overnight and they require cultivation. The cost of acquisition, 
getting acquainted with a new customer and building up the vol- 
ume of business with him to a satisfactory level is a long and fre- 
quently expensive process. Satisfactory customer relationships, 
however, once established usually do not change with the passing 
of time, and repeat business and increasing large succeeding orders 
often convert what is at first a “loss account” into a “profit 
account.” 

Again, consumer good will, consumer acceptance, and standing 
of trade name are built by the expenditure of effort and money. 
The expense always precedes the income. Companies whose suc- 
cess has very largely been dependent upon their advertising are 
quite common. It is axiomatic that the cost of initial advertising 
campaigns to secure public acceptance is substantially greater than 
the cost of successive campaigns to maintain the position originally 
achieved. The period of the excess-profits tax during World War 
No. 1 was also a period in which there were large expenditures 
made by manufacturers of products whose consumer acceptance 
and general trade standing were effected by advertising. It may be 
predicted that the current period of high taxes will also see an in- 
creased amount of expenditures for advertising. 


Other Outlets 


High taxes also encourage internal improvements in plant and 
office facilities, equipment and personnel. There is hardlyany com- 
pany which could not develop a sizable list of things it would like 
to do if it felt these could be afforded. One may be reasonably cer- 
tain that high taxes will be with us for at least a five-year period 
and probably much longer. Thus the purchase of new equipment 
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will be in part financed through savings in taxes because of higher 
depreciation. Plant rehabilitation, catching up on repairs in ar- 
rears, and general housecleaning of office and factory methods and 
facilities would seem indicated. 

There is wide leeway between the minimum of officers’ salaries 
and the maximum of such salaries which would be allowable as 
reasonable and necessary business expenses. Where such officers 
and/or members of their families are also stockholders in the busi- 
ness, a liberalization of officers’ salaries may in the end save sub- 
stantial taxes. At any rate, this is an item that these times dictate 
should be re-examined. 


Retirement Plans 

Many corporations are reaching the point where their personnel 
contains a number of persons nearing the retirement age. Fre- 
quently companies are carrying the burden of pensions to individ- 
uals on the basis of individual needs and, while recognizing that 
there is an accruing pension situation, are doing nothing today to 
provide for pensions which will be paid or should be paid five to 
fifteen years from now. It is typical of American business not to 
cross the bridge of pensions until the need arises. Yet if the cor- 
poration intends to assume a pension responsibility for its em- 
ployees, it should be providing for retirement benefits in the period 
when the employees are in active service because this is the period 
in which the obligation accrues. It is possible to set up old age 
_ pension and retirement programs under which the corporation’s 
contribution will be deductible in the year in which set aside but 
not taxable to the beneficiaries until the years in which received. 
Particularly if it is believed that ten years from now the tax 
burden will not be so heavy as it is today, substantial savings in 
taxes may be made by setting up pension plans calling for current 
contributions so that ten years from now adequate funds will be 
available for retirement benefits and not waiting until retirement 
date to make the pension contribution. The contribution made to- 
day will be deducted at a time when tax rates are high. Ten years 
from now tax rates may be materially lower. At any rate, this is 
one field that is being actively explored by many corporations. 

In thinking of expenses in relation to the tax burden, it is the 
top tax bracket which should be looked at rather than the average 
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effective tax rate. A company may have its top income taxed at an 
effective rate of 62 per cent and yet have an average tax of only 50 
per cent. It should be remembered that a new expense comes out 
of the top bracket first. 


Increased Income Needed to Offset Taxes 

Increased taxes, like increases in any other expense, in theory at 
least, may be offset by increasing the income of the business. Un- 
like other expenses, to have the same net after an increase in taxes 
the gross must be increased by more than the amount the expense 
is increased since the tax must be paid not only on the original base 
but also on the increase in earnings. Gross income may be in- 
creased by the increase of prices or by increases in volume. In the 
following tables some examples are given which show the per cents 
by which sales prices and sales volume must be increased to offset 
increases in income and excess-profits taxes : 


Per Cent Or New Sates Prices To OLp 
Showing how much sales prices must be increased to get same 
oe of net profit if present taxes are 25 per cent of profits 
am 1it— 
Taxes Increased To 
Present net profit is: 30% 40% 50% 
100.48 101.66 103.33 
100.76 102.67 105.33 
101.14 104.00 108.00 
101.43 105.00 110.00 


Per Cent Or New Saves VoLtumMe To OLp 
Showing how much sales volume must be increased to get same 
— of net profit if present taxes are 25 per cent of profits 
and if— 
Taxes Increased To 

Present net profit is: 30% 40% 50% 
107.14 125.00 150.00 

125.00 150.00 
125.00 150.00 

125.00 150.00 


(Assumes constant cost and expense ratio.) 
Per Cent Or New Sates Prices To Ovp 


Showing how much sales prices must be increased to get same 
per cent of net profit if present taxes are 25 per cent of profits 
and if— 

Taxes Increased To 


Present net profit is: 40% 50% 
5% .. . 101.82 103.70 

8 103.08 106.35 
105.00 110.53 

106.67 114.29 
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From these tables some conclusions may be drawn. Companies 
whose normal profit out of the sales dollar is small can compensate 
for increased income taxes with relatively minor increases in sales 
prices, whereas companies who have a high per cent of operating 
profit must, with each increase in income taxes, raise their selling 
prices to a greater degree to get the same amount of net profit or 
the same per cent of net profit. If increased taxes are to be com- 
pensated for through increased volume but with no change in price, 
then a much higher increase in sales must be obtained than 
if the effect is compensated for through price increases. When in- 
creased taxes are met by increased volume the per cent of sales 
increase required is the same for both the narrow profit items and 
the wide profit items. As the per cent of taxes to profits goes up, 
the rate of increase in sales must also rise to compensate for such 
increased taxes. It takes more of an increase in sales to com- 
pensate for an increase in taxes of from 40 to 50 per cent than it 
does to compensate for an increase in taxes of from 30 to 40 per 
cent. As taxes reach progressively higher levels it becomes increas- 
ingly difficult to compensate for their increase by increased sales 
volume. 


History of Prior Excess-Profit Tax Laws 

In view of the discussions currently before Congress and in the 
press, one can not help but speculate as to the course of future 
excess-profits and income taxation. In such connection it may be 
helpful to look at the corporate tax structure during the last war. 
The first Excess-Profits Tax Act was enacted October 3, 1917, 
five months after the United States entered the war, and was made 
retroactive to January 1, 1917. It carried graduated rates of ex- 
cess-profits tax ranging from 20 to 60 per cent but the normal tax 
was nominal, having a top rate of 4 per cent. On February 24, 
1919, the Revenue Act of 1918 was enacted and made effective 
retroactively to January 1, 1918. This act imposed not only an 
excess-profits tax but also a war-profits tax. The combination 
of the two taxes imposed a total of 80 per cent excess-profits tax 
over and above the higher of (1) pre-war earnings or (2) a 10 
per cent return on invested capital. If a corporation earned more 
than 8 per cent but not more than 10 per cent tax on invested capi- 
tal, it was not subject to the war-profits tax but was subject only 
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to the excess-profits tax of 30 per cent. , The law also provided 
that war- and excess-profits taxes were deductible from taxable 
income before determining the base to which the normal tax ap- 
plied, as contrasted with the present law which deducts the normal 
tax first before determining the excess-profits tax base. The nor- 
mal tax under the 1918 act was 12 per cent. Excess-profits taxes 
continued to be a part of our tax system through the calendar 
year 1921. 

Speculations as to tax rates which may be expected for the year 
1941 include a normal tax of 30 per cent and a top excess-profits 
tax bracket of perhaps as high as 80 per cent and certainly no 
lower than 70 per cent. If the higher figure is reached, an effective 
tax rate would be paid on the top portion of income equal to 86 
per cent of net income. It would likewise not be unexpected that 
there would be substantial amendments made to the method of 
computing the base profits exemption. One commonly discussed 
change in the base profits exemption is a reduction of the average 
earnings allowance to 75 per cent of the average, and for those 
companies on the invested capital basis a sliding scale allowing an 
exemption of 8 per cent of the first million of invested capital, 6 


per cent on the next four million, and only 4 per cent on invested 
capital over five million. It will be noted that the large corporation 
is burdened with a relatively higher tax because of lower exemp- 
tions than the small corporation. 


Comparison with 1918 Law 

The effect of present taxes compared with those of 1918 is illus- 
trated in the following two examples. It is assumed that both cor- 
porations are under the invested capital method. 


Assuming Corporation A to have an invested capital of $1,000,- 
000.00 and profits before tax of $200,000.00, it would pay the 


following total taxes: 
Tax Per Cent To Profits 


Under 1918 Act $92,048.00 46% 
Under 1940 Act 69,950.00 35% 


Assuming Corporation B to be just ten times the size of Corpora- 
poration A, with $10,000,000.00 invested capital and profits 
before tax of $2,000,000.00, it would pay the following total 


taxes: 
Per Cent To Profits 


Under 1918 Act ' 47% 
Under 1940 Act : 43.6% 
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Government expenditures today are much greater than they were 
in 1918 and the future outlook is not bright. One thing is certain 
-—the tax burden on corporations will increase. Regardless of the 
method used, it would seem conservative to expect an excess-profits 
tax structure which together with a normal tax will take from 50 
per cent to 60 per cent of corporate earnings from companies simi- 
lar to those shown in the examples. It seems also reasonable to 
expect that the present protection from excess-profits tax afforded 
by good earnings for the four years prior to January I, 1940 
will be substantially diminished. 











